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GUY T. HELVERING. COM MR. VS. CLEVELAND TRUST CO., ET AL. J 

1 Docket No. 88561 

Cleveland Trust Company, Trustee, Edith K. Timken, et al. 

Trust, petitioner 

vs. 

Commissioner of Internal Revenue, respondent 

Appearances: For Taxpayer: H. A. Mihills, C. P. A., F. E. Gleach, 
Esq. For Comm’r: Henderson A. Melville. 


1937 
Mar. 
Mar. 
May 
May 
June 

1938 
Mar. 
Apr. 


May 

1939 

Jan. 

Jan. 

Apr. 


Apr. 


Apr. 

A^pr. 

Apr. 


Docket entries 

30—Petition received and filed. Taxpayer notified. 

30—Copy of petition served on General Counsel. 

14— Answer filed by General Counsel. 

15— Copy of answer served on taxpayer. 

23—Motion for circuit hearing at Cleveland, Ohio, filed by 
General Counsel. 6/2S/37 Granted. 

2—Hearing set April 25, 1938, Cleveland, Ohio. 

29—Called April 25, 1938. Hearing had before Mr. Leech on 
merits. Submitted. Appearance of F. E. Gleach, 
Esq., filed, also stipulation as to facts. Briefs none due. 

20—Transcript of hearing of April 29, 1938, filed. 

17—Opinion rendered, Mr. Leech, Div. 6. Decision will be 
entered for the petitioner. 

IS—Decision entered, J. Russell Leech, Div. 6. 

10—Petition for review by United States Court of Appeals, 
for the District of Columbia, with assignments of 
error filed by General Counsel. 

10—Petition for review by United States Circuit Court of 
Appeals, Sixth Circuit, with assignments of error filed 
by General Counsel. 

14—Proof of service filed by General Counsel (2). Taxpayer 
and counsel. (District of Columbia). 

14—Proof of service filed by General Counsel (Taxpayer). 
Sixth Circuit. 

17—Proof of service filed by vieneral Counsel (Counsel). 
Sixth Circuit. 


2 May IS—Praecipe for record filed by General Counsel. (Dis¬ 
trict of Columbia.) (With notice of mailing.) 

May 22—Motion for extension of time to 9/7/39 to complete and 

transmit record filed by General Counsel. (Sixth Cir¬ 
cuit.) 

May 22—Order enlarging time to September 7, 1939, to prepare, 

and transmit record, entered. (Sixth Circuit.) 
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3 U. S. Board of Tax Appeals. Filed Mar. 30, 193T. 

United States Board of Tax Appeals 
Docket No. 88501 

Cleveland Trust Company. Trustee, Edith K. Timken et al. 
Trust, Cleveland, Ohio, petitioner 
v. 

Commissioner of Internal Revenue. Washington. D. C.. respondent 

Petition 

Cleveland Trust Company, Trustee for the Edith K. Timken et al. 
Trust, hereby petitions for a redetermination of the deficiency set 
forth by Respondent in his notice of deficiency dated January 0, 1937, 
and as a basis of this proceeding alleges as follows: 

(A) Petitioner is a corporation having its principal office at East 
9th Street and Euclid Avenue, Cleveland, Ohio. 

(B) The notice of deficiency, a copy of which is attached, was 
mailed to Petitioner on January G, 1937. 

(C) The deficiency proposed by Respondent in the amount of 
$441.56 represents income tax for the calendar year 1932, all of 
which is in controversy. 

(D) The determination of tax set forth in the said notice of de¬ 
ficiency is based upon the following error: 

(1) Determination by Respondent of a profit in the cancellation 
of a lease, such profit being measured by alleged value of a temporary 
building erected by lessee on the leased land. 

(E) The facts upon which Petitioner relies as a basis of this pro¬ 
ceeding are as follows: 

(1) Edith K. Timken et al. Trust owned a one-half interest in 
certain real estate located at San Diego, California, consisting of 
land and buildings. 

(2) In 1925 this property was leased for a term of 50 years, the 
lessee erecting a temporary building thereon in 1926. 

4 (3) The lessee failed to carry out certain provisions of the 
lease and it was cancelled on July 1, 1932. 

(4) The proposed deficiency results from the computation of a 
profit to the Trust, through the acquisition of the temporary building 
erected by the lessee. 

(5) Petitioner is still the owner of the real estate here in question. 

(6) Petitioner realized no taxable income by reason of the can¬ 
cellation of said lease. 

Wherefore, Petitioner prays that this Board will find and de¬ 
termine : 

(1) That there was no taxable income realized by Petitioner in 
the cancellation of this lease. 
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(2) That the deficiency should not be assessed. 

H. A. Milhills, 

Counsel for Petitioner , 

017 Munsey Building, Washington, D. C. 

Static of Ohio, 

County of Cuyahoga, ss : 

E. C. Curtis, being duly sworn, says that he is a duly appointed 
officer of The Cleveland Trust Company, the Petitioner named in 
the foregoing: Petition, and is familiar with the statements herein 
contained and that the facts stated are true. 

E. S. Curtiss, 

Vice President. 


Sworn to before me and subscribed in my presence this 25 day of 
March 1937. 


My Commission Expires Oct. 8, 1938. 


Caspf.r J. Miller, 

Notary Public. 


5 Treasury Department, 

Washington, Jan. 6,1937. 

IT: C: 2. 

ER-90D. 


Cleveland Trust Company, Trustee . 

Edith K. Timken et al ., 'Trust , Cleveland, Ohio. 

Sirs: You are advised that the determination of your income tax 
liability for the taxable year 1932 discloses a deficiency of $441.56 as 
shown in the statement attached. 

In accordance with section 272 (a) of the Revenue Act of 1932, 
as amended by section 501 of the Revenue Act of 1934, notice is here¬ 
by given of the deficiency mentioned. Within 90 days (not counting 
Sunday or a legal holiday in the District of Columbia as the nine¬ 
tieth day) from the date of the mailing of this letter, you may file 
a petition with the United States Board of Tax Appeals for a rede¬ 
termination of the deficiency. 

Should you not desire to file a petition, you are requested to exe¬ 
cute the enclosed form and forward it to the Commissioner of In¬ 
ternal Revenue, Washington. I). (\. for the attention of IT: C: P-7. 
The signing and filing of this form will expedite the closing of your 
return by permitting an early assessment of the deficiency and will 
prevent the accumulation of interest, since the interest period termi¬ 
nates thirty days after filing the form, or 011 the date assessment is 
made, whichever is earlier. 

Respectfully, 

Guy T. Helvering, 

Com m issioner. 


By W. T. Sherwood, 
Acting Deputy Commissioner. 

Enclosures: 

Statement. 

Form 870. 
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STATEMENT 


IT: C: 2. 
RB-90D. 


In re: Cleveland Trust Company. Trustee. Edith K. Timken ct ah, 

Trust. Cleveland , Ohio. 


Income Tax Liability 


Year 1932; income tax liability, $441.56; income tax assessed, none; 
deficiency, $441.56. 

The report of the internal revenue agent in charge, Cleveland, 
Ohio, a copy of which was furnished you on January 23, 1935, lias 
been reviewed and approved by this office. 

Careful consideration has been given your letters dated November 
21, 1935, May 9, 1936, and September 30, 1936, in connection with the 
findings of the agent. 

Adjustments and a computation of the tax liability follow: 


Ordinary net loss reported on form 1041---$20.26$. 81 

Capital net loss reported on form 1041- 985. 46 


Total net loss_ 21.254.27 

Less: 

1. Ordinary net loss claimed on forfeiture of lease 

eliminated -$20,268.81 

2. Ordinary profit determined on forfeiture of lease- 9.225.00 

- 29. 498. SI 


Revised net income which includes capital net loss of $985.46 (In 
the computation of the tax liability the amount of $9*5.40 is con¬ 
sidered as an ordinary loss)_ 8,239.54 


7 Total net income adjusted_ 8,239.54 

Less: Personal exemption_ 1,000.00 


Net income subject to normal tax- 7.239.54 


Normal tax of 4 % on $4.000.00_____ 160. 00 

Normal tax at 8% on $3.239.54___ 259.16 

Surtax on $8.239.54--- 22.40 


Corrected income tax liability_ 441. 56 

Income tax assessed_ None 


Deficiency 


441. 56 


i Explanation of Changes 

1 and 2. The loss of $20,268.81 claimed on the forfeiture of a 
building by the lessee on July 1.1932, has been eliminated and a profit 
of $9,225.00 has been determined. 


Cost of building to lessee July 1. 1926_$22,500.00 

Less; Depreciation sustained at the rate of ’i r / ( on $22,500.00 for 
6 years- 4.050.00 


Total profit realized- 18.450.00 

Your V* share of profit of $18,450.00 is_ 9.225.00 
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It is contended in the protest that there can be no taxable profit on 
the cancellation of the lease in 1932 and the forfeiture of a building 
erected upon the leased land by the lessee, until the real estate is 
sold, at which time the profit, if any, would be realized. 

It is noted that you cited the decision of the circuit court of appeals 
in the case of Hewitt Realty Company. 

8 In January 1912, a one-half interest was acquired in certain 

real estate located at 624 B Street, San Diego, California, 
consisting of lands and buildings. In 1925 the property was leased 
for a term of fifty years, and under the terms of the lease, the lessee 
was to replace the old building with a new building. The new build¬ 
ing which was erected in 1926 cost the lessee $22,500.00. The lessee 
failed to carry out certain provisions of the lease, and the lease was 
conceded on July 1. 1932. 

Article 63 of Regulations 77 as amended by T. D. 4539 (published 
in 1935 Cumulative Bulletin, Volume XIV-1, page 141) provides 
that when a lessee erects buildings or improvements on leased 
property, which are not to be removed by the lessee, the lessor may 
at his option report the income therefrom upon either of the follow¬ 
ing bases: 

(a) The lessor may report as income at the time when such build¬ 
ings or improvements are completed the fair market value of such 
buildings or improvements subject to the lease; 

(b) The lessor may spread over the life of the lease the estimated 
depreciated value of such buildings or improvements at the expira¬ 
tion of the lease and report as income for each year of the lease an 
allocated part thereof; 

If the lease is terminated so that the lessor comes into possession 
or control of the property prior to the time originally fixed for the 
expiration of the lease, the lessor shall report income for the year in 
which the lease is so terminated to the extent that the value of such 
buildings or improvements when he becomes entitled to such posses¬ 
sion exceeds the amount already reported as income on account of 
the erection of such buildings or improvements. No appreciation in 
value due to causes other than the termination of the lease shall be 
included. 

In view of T. D. 4539. and since the Bureau is not following the 
court decision in the case of Hewitt Realty Company, it is held that 
no loss was sustained upon the cancellation of a lease in 1932, but 
that a profit was realized. 

Inasmuch as the records of this office indicate that no reply has 
been received to Bureau letter dated November 17, 1936, this formal 
notice of deficiency is issued. 

A copy of this letter has l>een mailed to your representatives, 
Messrs. II. A. Mihills. L. C. Weiss, and W. J. Webb, % Ernst and 
Ernst. Munsey Building, Washington, D. C., in accordance with the 
authority contained in the power of attorney executed by you and 
on file with the Bureau. 
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9 United States Board of Tax Appeals 

Docket Xo. 885G1 

Cleveland Trust Company, Trustee, Edith K. Timken et al., 
Trust, Cleveland, Ohio, petitioner 

v. 

Commissioner of Internal Revenue, respondent 

Answer 

Comes now the respondent, by his attorney, Morrison Shafroth, 
Chief Counsel, Bureau of Internal Revenue, and for answer to the. 
petition filed in the above-entitled proceeding:, admits and denies as 
follows: 

(A) Admits the allegations contained in paragraph (A) of the 
petition. 

(B) Admits the allegations contained in paragraph (B) of the 
petition. 

(C) Admits the taxes in controversy are income taxes for the 
calendar year 1932, and denies the remainder of the allegations con¬ 
tained in paragraph (C) of the petition. 

(D) (1) Denies the error complained of in subparagraph (1) of 
paragraph (D) of the petition. 

(E) (1) Admits the matter set forth in subparagraph (1) of 
paragraph (E) of the petition. 

(2) Admits the matter set forth in subparagraph (2) of paragraph 
(E) of the petition. 

10 (3) Admits the matter set forth in subparagraph (3) of 
paragraph (E) of the petition. 

(4) Admits the matter set forth in subparagraph (4) of paragraph 
(E) of the petition. 

(5) Admits the matter set forth in subparagraph (;>) of paragraph 
(E) of the petition. 

(6) Denies the matter set forth in subparagraph (G) of paragraph 
(E) of the petition. 

(F) Denies generally and sjiecifically each and every allegation 
contained in the petition not hereinbefore admitted, qualified, or 
denied. 

Wherefore, it is prayed that the petition be denied and that the 
respondent'* determination be in all respects approved. 

(Signed) Morrison Shafroth, 

Morrison Shafroth, 

Chief Counsel* 
Bureau of Internal Revenue. 

Of counsel: 

Allen T. Akin, 

Special Attorney , 

Bureau of Internal Revenue. 

ATA/cvl 5/13/37. 
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11 United States Board of Tax Appeals 

Cleveland Trust Company, Trustee, Edith K. Timken, et al. 

Trust, Petitioner 

v . 

Commissioner of Internal Revenue, Respondent 
Docket No. 88561. Promulgated January IT, 1939 

Petitioner owned a one-half interest in real estate in California 
which it leased in 1925 for a term of fifty years and one month. 
Under the terms of the lease, in addition to rental, the lessee was 
required to and did erect in 1926 a building thereon which then 
became a part of the real estate, had a life of 33i£ years, and, if 
removed, had only a salvage value. In 1932, upon default on the 
lease by the lessee, the lessor repossessed the premises, including 
the building thus erected. Respondent determined petitioner real¬ 
ized taxable income in 1932 in the amount of one-half the depre¬ 
ciated cost of the building erected by the lessee, under Regulations 
77, article 63, as amended by T. D. 4539 (C. B. XIV-1, p. 141). 
Held, the provisions of that article are invalid and petitioner 
realized no taxable income in 1932, as rental or otherwise, upon 
its acquisition of possession of such leased premises. Blatt Co. v. 
United States. — U. S- — (Dec. 5, 1938), followed. 

F. E. Gleach, Esq., and H. A. Mihills, C. P. A., for the petitioner. 

Henderson A. Melville, Esq., for the respondent. 

OPINION 

Leech: This case involves a deficiency in income tax of $441.56 
for the calendar year 1932. The sole issue is whether petitioner 
derived income at the time of the cancellation of a lease of its prop¬ 
erty because of the fact that, during the running of the lease and 
pursuant to an agreement contained therein, the lessee had erected 
a building on the property. We find the facts as stipulated, supple¬ 
mented by the ultimate finding therefrom that this building, when 
erected, became a part of the leased premises, and, if removed, had 
only a salvage value. 

In 1919, petitioner acquired a one-half interest in certain real 
estate located in San Diego, California. It leased this property, in 
1925, to the Exchange Securities Corporation for a term of 

12 fifty years and one month. Paragraph “Second” of the lease 
provided, for a term rental, as such, in the amount of 

$675,487.15, payable in definite amounts and on specific dates. The 
fifth paragraph, inter alia, provides that “In further consideration 
of this leasing” the lessee would, on or before January 1, 1931, at its 
cost, commence the erection of a permanent building to cost not less 
than $200,000 and that it would, on or before June 30, 1926, erect a 
temporary building at a cost of at least $50,000, to be replaced by 
the permanent building. Construction of the temporary building 
was completed in July 1926. It had a life of 33^ years. The 
permanent building was never erected. 

In 1932, upon lessee’s default, petitioner-lessor canceled the lease 
and repossessed the premises. In computing the deficiency, respond- 
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ent deducted depreciation on the building at the rate of 3 percent 
for six years, the original cost of the building having been $22,500, 
and determined that petitioner received taxable income, in 1932, in 
the amount of $9,225, one-half of the remaining cost of the building. 

The first question is whether the erection of this building by the 
lessee can be construed to have been rental under the lease. * The 
Supreme Court, in the recent case of Blatt Co. v. United States, — 
U. S. — (Dec. 5, 1938), said: “* * * Even when required, 

improvements by lessee will not be deemed rent unless intention that 
they shall be is plainly disclosed. * * *" We think such an 

intention is contradicted by the lease involved here. The present 
lease, in a separate paragraph, provided a definite rental—as such. 
The life of the improvement, l. e.. the temporary building, was 
shorter than the term of the lease. However, the question remains 
whether, by virtue of the lessor's acquisition of the premises, follow¬ 
ing default and its cancellation of the lease, the lessor then realized 
taxable income, other than rental. Respondent supports his action 
here on that position alone. He does so on the authority of Regu¬ 
lations 77, article 63. 1 as amended by T. D. 4539 (C. B. XIY-1, 
p. 141). 2 


1 Akt. 03. Improvements by lessees.—When buildings are erected or improvements made 
by a lessee in pursuance of an agreement with the lessor, and such buildings or improve¬ 
ments are not subject to removal by the lessee, the lessor may at his option report the 
Income therefrom upon either of the following bases: 

(a) The lessor may report as income nt the time when such buildings or Improvements 
are completed the fair market value of such buildings or improvements subject to the lease. 

(b* The lessor may spread over the life of the lease the estimated depreciated value 
of such buildings or improvements at the expiration of the lease and report as income 
for each year of the lease an aliquot part thereof. 

Except in cases where the lessor lias exercised the option to report income upon basis 
(bi. if the lease is terminated so that the lessor comes into possession or control of the 
property prior to the time originally fixed for the expiration of the lense. the lessor 
derives no income by reason thereof, and. Just as when the lessor comes into possession 
or control of the property upon the expiration of the lease, the basis for determining gain 
or loss to the lessor from the subsequent sale or other disposition of the buildings or 
improvements and for depreciation in respect of such property is the amount previously 
reported as income by the lessor because of the erection of the buildings or improve¬ 
ments, except that if the buildings or improvements were acquired prior to March 1, 1913, 
the basis shall be tbeir value subject to the lease when acquired or their value subject 
to the lease on March 1. 1913. whichever is greater. If the buildings or improvements 
are destroyed prior to the expiration of the lease, the lessor is entitled to deduct ns a 
loss for the year when such destruction takes place the amount previously reported as 
ineohie because of the erection of such buildings or improvements, less any salvage value 
subject to the lease to the extent that such loss is not compensated for by insurance or 
otherwise. If the buildings or improvements destroyed were acquired prior to March 1. 
1913. the deduction shall be based on their value subject to the lease when acquired or 
their value subject to the lease on March 1. 1913. whichever is greater, less any salvage 
value subject to the lease to the extent that such loss is not compensated for by insurance 
or otherwise. (See articles 130 and 2<>4.) 

2 See footnote 2 below and on following page. 

In all cases where the lessor has exercised the option to report income upon basis (b), 
if the lease is terminated so that the lessor comes into possession or control of the 
property prior to the time originally fixed for the expiration of the lease, the lessor 
derives'additional income for the year in which the lease is so terminated to the extent 
that the value of such buildings or improvements when he becomes entitled to such 
possession exceeds the amount already reported as income on account of the erection of 
such buildings or improvements. No appreciation in value due to causes other than the 
termination of the lease shall be included. If the buildings or improvements are de¬ 
stroyed prior to the expiration of the lense. the lessor is entitled to deduct ns a loss 
for the year when such destruction takes place the amount previously reported ns 
income because of the erection of such buildings or improvements, less any salvage value 
subject to the lease to the extent that such loss is not compensated for by inurancc or 
Otherwise. 

2 Akt. 03. Improvements by lessees.—If buildings are erected or improvements made by 
a lessee and such buildings' or improvements immediately become the property of the 
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13 It is true the provisions of that regulation are identical with 
others, the validity of which has been sustained by the Board. 

Emma C. Morphy, 35 B. T. A. 289. Cf. Louise C. Slack et al., 
Executors, 35 B. T. A. 271; petition for review dismissed, 91 Fed. 
(2d) 1011; Julian B. Hart, 37 B. T. A. 300. See contra, Hewitt 
Realty Co. v. Commissioner, 70 Fed. (2d) 880. However, in the 
Blatt case, supra, the Supreme Court considered the validity of that 
regulation. It is true the Court there had to decide only ‘‘whether, 
under the lease here involved, one-tenth of what the commis- 

14 sioner and taxpayer call and agree to be ‘estimated depreciated 
value,* as of the end of the term, was income to petitioner in the 

first year of the term." But, in disposing of that question on the facts 
there before the Court, the majority opinion clearly invalidates the 
regulation under which the respondent acted here, and says: 

Granting that the improvements increased the value of the building, 
that enhancement is not realized income of lessor. 3 So far as con¬ 
cerns taxable income, the value of the improvements is not dis¬ 
tinguishable from excess, if any there may be, of value over cost of 
improvements made by lessor. Each was an addition to capital; 
not income within the meaning of the statute. 4 Treasury Regulations 
can add nothing to income as defined by Congress. 5 

In view of that unequivocal expression by the Supreme Court, we 
now hold that where, as here, the improvements to the leasehold did 
not constitute rent and, when constructed, became a part of the 
leased premises, and, if removed, had only a salvage value, no taxable 
income is realized by their lessor upon its acquisition of possession of 
such premises at the termination of the lease. 0 
Reviewed by the Board. 

Decision will be entered for the petitioner. 


lessor, as. for instance, if they are not subject to removal by the lessee, the lessor may at 
his option report the income therefrom upon either of the following bases: 

(a) The lessor may report as income at the time when such buildings or improvements 
are completed the fair market value of such buildings or improvements subject to the 
lease. 

(b) Tlie lessor may spread over the life of the lease the estimated depreciated value of 
such buildings or improvements at the expiration of the lease and report as income for each 
year of the lease an aliquot part thereof. 

It' the lease is terminated so that the lessor comes into possession or control of the 
projierty prior to the time originally fixed for the expiration of the lease, the lessor shall 
report income for the year in which the lease is so terminated to the extent that the value 
of such buildings or improvements when he becomes entitled to such possession exceeds the 
amount already reported as income on account of the erection of such buildings or improve¬ 
ments. No appreciation in value due to causes other than the termination of the lease 
shall be included. 

If the buildings or improvements are destroyed prior to the expiration of the lease, the 
lessor is entitled to deduct as a loss for the year when such destruction takes place the 
amount previously reported as income because of the erection of such buildings or improve¬ 
ments. less any salvage value subject to the lease, to the extent that such loss is not 
compensated for b.v Insurance or otherwise. (See articles 150 ai d 204.) 

3 Hewitt Realty v. Commisloner (CCA 2). 70 F. (2d) 880. 884. ICisner v. Macomber, 
252 U. S. 181). 207. Lucas v. Alexander. 279 U. S. 575. 577. Cf. Bowers v. Kerbaughs 
Empire Co.. 271 U. S. 170. 175. 

* I'nited States v. 1‘hellis. 257 U. S. 150. 169. 175. Merchants’ L. & T. Co. v. Smietanka. 
255 U. S. 509, 519-520. Taft v. Bowers, 27S U. S. 470. 4SO. et seq. Lucas v. American 
Code Co.. 2So U. S. 415. 449. Eckert v. Burnet. 283 U. S. 138. 142. Burnet v. Logan, 
283 U. S. 404. 412-413. United States v. Safety Car Heating Co.. 297 U. S. 88. 99. 
Koshland v. llelverlng, 298 U. S. 441, 444-445. Cf. Commissioner v. Van Vorst (CCA 9), 
59 F. (2d) 077. 680. 

6 Koshland v. Helvering. 298 U. 8. 441. 447. 

"See cornurrlng opinion of Mr. Justice Stone in the Biatt case, supra. 
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15 United States Board of Tax Appeals, Washington 

Docket No. 88561 

Cleveland Trust Company, Trustees, Edith K. Timken et al., 

Trust, petitioner 

v. 

Commissioner of Internal Revenue, respondent 

Decision 

Pursuant to the determination of the Board, as set forth in its 
Opinion, promulgated January 17, 1939, it is ordered and decided 
that there is no deficiency in income tax for the year 1932. 

Enter: 

Entered Jan. 18, 1938. 

[seal] (Signed) J. Russell Leech, Member. 

16 In the United States Court of Appeals for the District 

of Columbia 

B. T. A. Docket No. 88561 

Guy T. Helvering, Commissioner of Internal Revenue, petitioner 

ON REVIEW 

V. 

Cleveland Trust Company, Trustee, Edith K. Timken et al.. Trust, 

respondent on review 

Petitiotier for review and assignments of error 

To the Honorable Judges of the United States Court of Appeals for 
the District of Columbia: 

Now comes Guy T. Helvering, Commissioner of Internal Revenue, 
by his attorneys, James W. Morris, Assistant Attorney General, J. P. 
Wenchel, Chief Counsel, Bureau of Internal Revenue, and Charles E. 
Lowery, Special Attorney, Bureau of Internal Revenue, and respect¬ 
fully shows: 

I 

J urisdiction 

The petitioner on review (hereinafter referred to as the Commis¬ 
sioner) is the duly appointed, qualified, and acting Commissioner of 
Internal Revenue of the United States, holding his office by virtue 
of the laws of the United States. 

The respondent on review, Cleveland Trust Company, Trustee, 
Edith K. Timken et al.. Trust (hereinafter referred to as the tax¬ 
payer) was, during the taxable year 1932, a trust taxable at 

17 individual rates. The principal place of business of the tax¬ 
payer is situated at 916 Euclid Avenue, Cleveland, Ohio. The 

taxpayer filed a fiduciary information return on Form 1041 for the 
calendar year 1932, but made no return of the tax in resect of which 
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its liability arises, and therefore, under the provisions of Section 
1000 (b) of the Revenue Act of 1926, as amended by Section 519 of 
the Revenue Act of 1934, jurisdiction lies with the United States 
Court of Appeals for the District of Columbia. 

The Commissioner files this petition pursuant to the provisions of 
Sections 1001,1002, and 1003 of the Revenue Act of 1926, as amended 
by Section 603 of the Revenue Act of 1928, as amended by Section 
1101 of the Revenue Act of 1932, as amended by Section 519 of the 
Revenue Act of 1934. 

II 

PRIOR PROCEEDINGS 

On January 6, 1937, the Commissioner determined a deficiency in 
income tax against the taxpayer for the year 1932 in the amount of 
$441.56, and sent to the taxpayer, by registered mail, a notice of said 
deficiency in accordance with the provisions of Section 272 of the 
Revenue Act of 1932, as amended by Section 501 of the Revenue Act 
of 1934. Thereafter, and on March 30, 1937, the taxpayer filed an 
appeal from the said determination of the Commissioner with the 
United States Board of Tax Appeals. The case was duly tried to the 
United States Board of Tax Appeals on April 29, 1938, and on Janu¬ 
ary 17, 1939, the Board promulgated its opinion (39 B. T. A. —No. 

18) pursuant to which opinion it entered its decision on Janu- 
18 ary 18, 1939, wherein and whereby it was ordered and decided 
that there is no deficiency in income tax for the year 1932. 

III 

NATURE OF CONTROVERSY 

The nature of the controversy is as follows, to wit: 

In the year 1925 the taxpayer, which was the owner of a one-half 
interest in certain real estate located in San Diego, California, leased 
the property for a term of fifty years and one month. Pursuant to 
the terms of the lease agreement, the lessee, in addition to the specified 
rental, erected on the leased property, in 1926, a building which had a 
life of 33*4 years and a value of $22,500.00. In 1932 the lessee de¬ 
faulted on the lease and the lessor repossessed the leased premises in¬ 
cluding the building erected thereon by the lessee. The Commissioner 
determined that the taxpayer realized taxable income in 1932 in the 
amount of one-half of the depreciated cost of the building erected by 
the lessee. The United States Board of Tax Appeals reversed the 
Commissioner's determination, and held invalid Article 63 of Regu¬ 
lations 77, as amended by T. D. 4539 (C. B. XIV-1, p. 141), the pro¬ 
vision under which the Commissioner had determined that the tax¬ 
payer realized taxable income in 1932, upon its acquisition of posses¬ 
sion of the said leased premises. 


IV 

assignments of error 

The Commissioner avers that in the record and proceedings be¬ 
fore the Board of Tax Appeals and in the opinion and final 
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19 decision rendered and entered by the Board of Tax Appeals, 
manifest error occurred and intervened to the prejudice of the 

Commissioner who now assigns the following errors and each of them, 
which he avers occurred in said record, proceedings, opinion, and 
final decision so rendered and entered by the Board of Tax Appeals: 

1. The Board of Tax Appeals erred in holding and deciding that 
there is no deficiency in income tax for the year 1932. 

2. The Board of Tax Appeals erred in failing to hold and decide 
that there is a deficiency in income tax for the vear 1932 in the amount 
of $441.56. 

3. The Board of Tax Appeals erred in holding and deciding that 
termination of the lease did not result in the derivation by the tax¬ 
payer of taxable income as a result of its acquisition of the temporary 
building erected by the lessee on the leased premises. 

4. The Board of Tax Appeals erred in failing to hold and decide 
that termination of the lease resulted in the derivation by the taxpayer 
of taxable income as a result of its acquisition of the temporary build¬ 
ing erected by the lessee on the leased premises. 

5. The Board of Tax Appeals erred in failing to hold and decide 
that the termination of the lease resulted in the derivation by the tax¬ 
payer of taxable income in the amount of $9,225.00 as a result of its 
acquisition of the temporary building erected by the lessee on the 
leased premises. 

6. The Board of Tax Appeals erred in that its decision is not sup¬ 

ported by the evidence and is contrary to law. 

20 Wherefore, the Commissioner petitions that the decision of 
the Board of Tax Appeals be reviewed by the United States 

Court of Appeals for the District of Columbia, that a transcript of the 
record be prepared in accordance with law and with the rules of said 
Court and transmitted to the Clerk of said Court for filing, and that 
appropriate action be taken to the end that the errors complained of 
may be reviewed and corrected by said Court. 

(Sgd.) James W. Morris, 

Assistant Attorney General. 

\ (Sgd-) J- P. Wenchel, 

J. P. Wenchel, 

Chief Counsel , 
Bureau of Internal Revenue. 


Of Counsel: 

Charles E. Lowery, 

Special Attorney , 

Bureau of Internal Revenue. 

21 United States of America, 

District of Columbia , ss: 

Charles E. Lowery, being duly sworn, says that he is a Special 
Attorney in the Bureau of Internal Revenue and as such is duly 
authorized to verify the foregoing petition for review; that he has 
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read said petition and is familiar with the contents thereof; that 
said petition is true of his own knowledge except as to the matters 
therein alleged on information and belief, and as to those matters 
he believes it to be true. 

(S) Charles E. Lowery. 
(Sgd.) Ciiakles E. Lowery. 
Sworn and subscribed to before me this 3rd day of April, 1939. 

(Sgd.) George W. Kkeis, 

Notary Public. 

My commission expires Nov. 15, 1942. 

22 In the United States Court of Appeals for the District 

of Columbia 

B. T. A. Docket No. 88561 

Guy T. Helvering, Commissioner of Internal Revenue, Petitioner 

on Review 

v. 

Cleveland Trust Company, Trustee, Edith K. Timken et al.. 

Trust, Respondent on Review 

Notice of fling petition for review 

Cijzveland Trust Company, Trustee, Edith K. Timken et al.. 
Trust , East 9th Street and Euclid Avenue , Cleveland , Ohio. 
You are hereby notified that the Commissioner of Internal Rev¬ 
enue did, on the 10th day of April, 1939, file with the Clerk of the 
United States Board of Tax Appeals, at Washington, D. C., a peti¬ 
tion for review by the United States Court of Appeals for the District 
of Columbia, of the decision of the Board heretofore rendered in the 
above-entitled case. A copy of the petition for review and the assign¬ 
ments of error as filed is hereto attached and served upon you. 

Dated this 10th day of April, 1939. 

(Signed) J. P. Wencliel, 

RLW 

J. P. Wenchel, 

Chief Counsel, 
Bureau of Internal Revenue. 

Personal service of the above and foregoing notice, together with 
a copy of the petition for review and assignments of error mentioned 
therein, is hereby acknowledged this 11 day of April, 1939. 

The Cleveland Trust Co., 
Trustee. Edith K. Timken et al. Trust. 
By Dr. Ed. E. Nicols, 

Asst. Counsel , 
Respondent on Review. 
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23 In the United States Court of Appeals for the District 

of Columbia 

i B. T. A. Docket No. 88561 

Guy T. Helvering, Commissioner of Internal Revenue, Petitioner 

on Review 
v. 

Cleveland Trust Company, Trustee, Edith K. Timken et al., 

Trust, Respondent on Review 

Notice of filing 'petition for review 

To F. E. Gleach, Esq., Mr. H. A. Mthills, 917 Munsey Building , 
Washington, D. C. 

You are hereby notified that the Commissioner of Internal Rev¬ 
enue did, on the 10th day of April, 1939, file with the Clerk of the 
United States Board of Tax Appeals, at Washington. D. C., a peti¬ 
tion for review by the United States Court of Appeals for the District 
of Columbia, of the decision of the Board heretofore rendered 
in the above-entitled case. A copy of the petition for review* and 
the assignments of error as filed is hereto attached and served upon 
you. 

Dated this 10th day of April, 1939. 

(Signed) J. P. Wenchel, 

R. L. W. 

I J. P. Wenchel, 

Chief Counsel , 
Bureau of Internal Revenue. 

Personal service of the above and foregoing notice, together with 
a copy of the petition for review and assignments of error mentioned 
herein, is hereby acknowledged this 12 day of April, 1939. 

H. A. Mi hills, 

Counsel for Respondent on Review. 

24 United States Board of Tax Appeals 

Docket No. 88561 

Cleveland Trust Company, Trustee, Edith K. Timken et al. Trust. 

petitioner 

V. 

Commissioner of Internal Revenue, respondent 
Stipulation of facts 

It is hereby agreed and stipulated by and between the parties here¬ 
to by their respective attorneys of record that the following facts 
shall be taken as true and that the exhibits referred to herein and 
annexed hereto are hereby made a part of this stipulation and the 
facts stated therein shall be taken as true; and 
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It is further stipulated and agreed that this stipulation shall pre¬ 
clude either party from introducing further proof at the trial of this 
cause. 

1. On January 6. 1919, petitioner acquired, inter alia, a one-half 
interest in certain real estate located at 624 B Street, in the city of San 
Diego, California, under and by virtue of the provisions of a trust 
agreement between Henry H. Timkin, Grantor, and The Cleveland 
Trust Company, Trustee. Said real estate comprised six lots and a 
building. 

2. Under permission and authority granted in said trust agreement, 
the Trustee, whenever and as often as it deemed advantageous or 

advisable to do so, was authorized to place and hold the title to 

25 corporate stocks and other property m the name of a nominee 
selected by it. Acting under such authority, the Trustee caused 

the grantor to convey the real estate referred to in Item 1 of this 
Stipulation, and other real estate, to one Alfred G. Tame. That said 
real estate was held for the use and benefit of The Cleveland Trust 
Company as Trustee is evidenced by photostatic copy of the memo¬ 
randum to that effect signed June 30, 1919, by Alfred G. Tame, at¬ 
tached and marked “Exhibit A.” 

3. That said real estate was subsequently conveyed to Hugh H. 
Allyn who continued to hold it under the same terms and conditions; 
all as evidenced by photostatic copy of memorandum executed by 
Hugh II. Allvn, dated March 25. 1925, attached and marked “Ex¬ 
hibit B.” 

4. On October 24. 1925, said real estate was leased for a term of 
fifty years and one month. Under the terms of said lease the lessee 
was to replace the old building with a new building as set forth in 
Item Fifth of the lease, a photostatic copy of which is attached and 
marked “Exhibit C.” 

5. The lessee razed the existing old building and erected the tem¬ 
porary business building as required by Item Fifth of said lease, com¬ 
pleting the construction thereof by July 1, 1926. 

6. Said temporary business building was constructed of brick, was 
one story high and contained twelve storerooms. It had a life of 
thirty-three and one-third veal’s and a value at July 1. 1926, of 
$22,500.00. 

7. That the construction of the substantial business block as pro¬ 

vided for in Item Fifth of said lease was not commenced by 

26 January 1, 1931, and the parties thereto agreed by written 
memorandum, a photostatic copy of which is attached and 

marked “Exhibit D.” to extend this date to January 1, 1932. 

8. This said substantial business building was never built by the 
lessee. 

9. Said lessee defaulted in said lease and upon forfeiture in 1932, 
petitioner-lessor entered into possession as provided in Article Ninth 
of said lease and as further provided therein became the owner, sole 
and absolute, of said temporary building. 

H. A. Miiiills, 

Counsel for Pet it‘toner. 

Signed J. P. Wenchel, 

J. P. Wenchel, 

Chief Counsel\ 
Bureau of Internal Revenue. 
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27 “Exhibit A” 

This memorandum executed at Cleveland, Ohio, is to evidence: 
that 

Whereas there has been conveyed to the undersigned by deeds from 
Henry H. Timken and Edith K. Timken, his wife, premises situated 
in the City of San Diego, County of San Diego, State of California, 
bounded and described as follows: 

An undivided one-half of Lots D, E, F, G, H. and I in Block 
Eight (8) of Horton's Addition, in the City of San Diego. County 
of San Diego, State of California, according to map thereof on 
file in the office of the County Recorder of said San Diego County. 

The east one-half (Y>) of block four hundred eighteen (418) of 
Horton’s Addition according to the official map thereof on file in 
the office of the County Recorder of said County; also lots three (3) 
and four (4) in block seven (7) of Loma Grande addition to San 
Diego, according to the map thereof on file in the office of the County 
Recorder of said County of San Diego, State of California. 

Lofs “G” and “H” in Block Thirty-five (35) of Horton's Addition, 
according to map thereof on file in the office of the County Recorder 
of said San Diego County, and 

Whereas no consideration has been paid by the undersigned to 
said Henry H. Timken, but such title has been conveyed to and 
accepted by the undersigned at the request of said Henry H. Timken 
that lie hold the same for the use and benefit of The Cleveland Trust 
Company as Trustee, under Agreement of Trust entered into by said 
Henry H. Timken with The Cleveland Trust Company under date of 
January 6th. 1019: and 

Whereas said deeds, though absolute on their face, are in fact in 
trust; now, therefore, this declaration witnesseth: 

Thqt the undersigned acknowledges that he holds the bare legal 
title to said premises for the use and benefit of The Cleveland Trust 
Company as Trustee under Agreement of Trust entered into by it 
with Henry H. Timken, dated January 6th, 1019, and that he will 
convey said premises to The Cleveland Trust Company. Trustee, or 
its nominee at any time upon request of said The Cleveland Trust 
Company. 

In witness whereof. I have hereunto set my hand to this agree¬ 
ment this 30th day of June 1019. 

Alfred G. Tame. 

28 “Exhibit B'- 

This memorandum executed at Cleveland, Ohio, is to evidence: 

That, whereas there has been conveyed to the undersigned by deed 
from Alfred G. Tame and Clara A. Tame, his wife, premises situated 
in the City of San Diego, County of San Diego, State of California, 
bounded and described as follows: 

Being the undivided one-half of Lots D, E. F. G. H, and I in 
Block Eight (8) of Horton’s Addition, in the City of San Diego, 
County of San Diego, State of California, according to map thereof 
on file in the office of the County Recorder of said San Diego County, 
and 

Whereas no consideration has been paid by the undersigned to the 
said Alfred G. Tame, nor to The Cleveland Trust Company as Trus- 
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tee under Agreement of Trust entered into by Henry H. Timken 
with The Cleveland Trust Company under date of January 6, 1919, 
and 

Whereas the said Alfred G. Tame had not paid any consideration 
to his grantor but held the title so conveyed to him in fact for The 
Cleveland Trust Company as said Trustee, and 

Whereas the,said deed to the undersigned, though absolute on its 
face, is in fact in trust; now, therefore, this declaration witnesseth: 

That the undersigned acknowledges that he holds the bare legal 
title to said premises for the use and benefit of The Cleveland Trust 
Company as Trustee under Agreement of Trust entered into by it 
with Henry H. Timken, dated January 6, 1919, and that he will 
convey said premises to The Cleveland Trust Company, Trustee, or 
its nominee at any time upon request of said The Cleveland Trust 
Company. 

In witness whereof, I have hereunto set my hand to this agreement 
this 25th day of March 1925. 

H. H. Allyn. 

29 “Exhibit C” 

LEASE 

This indenture of lease, made and entered into this 24th day of 
October 1925, by and between Cora B. Timken Burnett, formerly 
Cora B. Timken, and Hugh H. Allyn and Minerva Allyn, husband 
and wife, who are seized in fee simple as tenants in common, in equal 
shares, of the premises hereby demised, hereinafter called the Lessors, 
and Exchange Securities Corporation, a corporation organized and 
existing under the laws of the State of California, having its princi¬ 
pal place of business in the City of San Diego, State of California, 
hereinafter called the Lessee, Witnesseth : 

First. That the Lessors, in consideration of the rents hereinafter 
reserved, and of the covenants and agreements hereinafter set forth, 
so hereby lease, demise, and let unto the said Lessee, and said Lessee 
does hereby hire and take from said Lessors, the following described 
premises, to-wit: 

Lots D, E. F, G. H, and I in Block Eight (8) of Horton’s Addi¬ 
tion, in the City of San Diego, California, according to the official 
map thereof on file in the office of the County Recorder of San Diego 
County, California. 

To have and to hold the said leased premises together with all 
rights, privileges, easements, appurtenances, buildings, and improve¬ 
ments thereon or thereto appertaining, for a term of fifty years and 
one month, commencing the first of December 1925, and ending De¬ 
cember 31, 1975, unless said lease shall be sooner terminated as here¬ 
inafter provided, yielding and paying therefor rent as hereinafter 
provided. 

Second. In consideration of the leasing as aforesaid, the Lessee 
hereby covenants and agrees to pay to said Lessors a term ren- 

30 tal of $675,487.15, consisting of the sum of $487.15 payable 
December 1, 1925, for December, 1925, rent, and a further 

sum of $10,(X)0.00 per year for a period of ten years, commencing 
January 1.1926; and a further sum of $12,500.00 per year for a period 

153102—39-2 
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of ten years, commencing January 1, 1936; and a further sum of 
$15,000.00 per year for a period of thirty years, commencing January 
1. 1946: which said rentals shall be due and payable in advance in 
semiannual installments as follows: $5,000.00 on the execution of this 
Lease, and the sum of $5,000.00 on the first day of July 1926, and on 
the first days of each January and July thereafter up to and includ¬ 
ing July 1, 1935; and thereafter, the sum of $6,250.00 on January 1, 
1936, and a like sum on the first day of each July and January there¬ 
after up to and including July 1, 1945: and thereafter the sum of 
$7,500.00 on January 1, 1946, and on the first day of each July and 
January thereafter during the remainder of the term of this Lease; 
all payments to be made without any deduction or abatement what¬ 
soever for any purpose or cause, except such as may be required by 
the laws of the United States or of the State of California with rela¬ 
tion to federal, state, or other income taxes: that all of said payments 
shall be made in gold coin of the United States of America of the 
present standard of fineness, and shall be made in San Diego, Califor¬ 
nia, at such place as may be specified in writing by the Lessors herein 
or their assigns: that any installment of rent, as herein provided, 
which shall not be paid when due, shall bear interest at the rate of 
seven percent per annum from the date it fell due until date of 
payment. 

Third. In further consideration for this lease, the said Lessee 
covenants and agrees to pay, in addition to the rents hereinbe- 

31 fore reserved, all of the state, county, and city taxes and all 
taxes and special assessments that are now or may be hereafter 

levied or assessed or become due and payable against said premises 
during the term of this lease, including lighting, sewer, paving, side¬ 
walk or any other assessment, and agrees to pay the same before said 
tax or assessment, or any one thereof, shall become delinquent, and 
agrees to procure and mail to the Lessors, in care of the Cleveland 
Trust,Company, a corporation, Cleveland, Ohio, or such other address 
of the Lessors, or their assigns, as may be designated in writing to 
the Lessee, duplicate tax and assessment receipts: provided that 
Lessors shall have the right and privilege to pay any tax or assessment 
that has become delinquent, and that such sums, with interest thereon 
at ten percent per annum from the date of payment by Lessors until 
date of payment by Lessee, shall be additional rents and shall be due 
and payable on the next semiannual rent date. 

Fourth. And, further, said Lessee covenants and agrees not to use, 
or permit said property to be used, in violation of any of the laws 
or ordinances of the United States, the State of California, or the 
City or County of San Diego, or other body having jurisdiction, and 
agrees to abide by and maintain all the conditions, ordinances, and 
regulations as now exist or which may hereafter be made by any of 
said bodies, and agrees to keep all sidewalks and alleys surrounding 
and adjoining said premises, in a good state and condition of repair 
at Lessee ? s own expense, and agrees to save Lessors harmless and to 
indemnify them from any loss or damage whatsoever by reason of 
injury to persons or property in or about said premises, or from 
any cause in connection with said property. 

32 Fifth. In further consideration of this leasing said Lessee 
covenants and agrees that on or before January 1, 1931, it 

will commence, and without intermission, and with reasonable expedi- 
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tion. will proceed with the erection of a substantial business block 
on said premises and will, at its own cost and expense, completely 
finish the same for use and occupation on or before eighteen months 
from said date, unavoidable delays due to strike or other casualty to 
be deducted, and will expend in the erection of said building, includ¬ 
ing the cost of necessary excavations and foundation, at least the 
sum of $200,000.00: and that it will, on or before June 30, 192(>, lay 
out and expend in excavating, building foundations, and the erection 
of a temporary business building or buildings on said premises, at 
least the sum of $50,000.00, which improvement shall be commenced 
on or before January 1. 1920, it being agreed that the cost of such 
excavating, foundations, and other permanent improvements, if any, 
but excluding the cost of such temporary building or buildings above 
the foundation, shall be included in the said $200,000.00 of cost of 
said first mentioned permanent building. Said temporary building 
or buildings may be pulled down at Lessee's own expense at the time 
of the commencement of the erection of said permanent building on 
or before January 1, 1931. Said buildings, and each of them, shall 
be erected upon such plans and specifications as the Lessee, in its sole 
judgment, may determine. In all of said building operations the 
Lessee agrees to keep full and accurate books of account of the cost 
of said improvements, which books shall be open and subject to 
examination by Lessors for the purpose of ascertaining the true cost 
thereof: and covenants that such building, in each case, shall 
33 be erected in conformity with any and all ordinances, laws, 
or regulations of any governing body, and that it will main¬ 
tain and keep said buildings thereafter in good order and repair and 
pay all charges, costs, expense, and liability in connection with the 
erection and maintenance thereof, and will save and keep said prop¬ 
erty and Lessors free from any and all liens for material or labor 
or other liability; and further covenants that, if any lien should be 
filed, it. said Lessee, will pay the same or enter contest thereon within 
sixty days after the filing thereof, and if said Lessee shall not pay 
said lien or liens or contest the same within said sixty days, or if it 
shall not pay any final judgment recovered in such contested case 
within sixty days after entry of judgment, Lessors may pay said 
liens or said judgment, and any sum so paid, with interest thereon 
at ten percent per annum from the time of each payment shall 
become as additional rents and shall be due and payable at the next 
semiannual payment date; or Lessors may at their option declare 
this lease terminated by reason of such failure to pay such lien or 
liens or judgment resulting therefrom; and in such case, any im¬ 
provements or buildings placed or erected on said property shall be¬ 
come part of the real property and the sole property of Lessors, with¬ 
out compensation by them to Lessee, and Lessors shall have the full 
right and privilege and the same is hereby granted them to take 
immediate possession of said improvements and buildings. 

Lessors shall have full right and authority to inspect and exam¬ 
ine the premises and buildings during the course of construction. 
Permission is hereby granted to the Lessee to pull down and remove 
the buildings now on said premises to make way for such improve¬ 
ments as herein provided, and the Lessee shall be entitled to take 
for its own use and benefit all material of the said buildings so pulled 
down and removed as aforesaid. 
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34 Sixth. In further consideration of this leasing, Lessee cove¬ 
nants and agrees that it will, upon the execution of this lease, 

furnish a bond to the Lessors in the sum of $25,000.00. executed by 
siiid Lessee, or its assigns, and a surety company authorized to do 
business in the State of California and the County of San Diego, 
approved by Lessors, conditioned to guarantee that the Lessee will, 
on or before January 1. 1926, commence, and without intermission, 
and with reasonable expedition, proceed with improvements such as 
excavating, building foundations and the erection of a substantial 
business building on said premises, and will, at its own cost and ex¬ 
pense, finish the same for use and occupation on or before June 30, 
1926. unavoidable delays due to strike or other casualties to be de¬ 
ducted. and will expend in excavating, building foundations and the 
erection of said building the sum of at least $50,000.00 within the 
time and as above provided, it being agreed that the full amount 
of the penalty of said bond, in the event of the failure of the Lessee 
to commence and complete said improvements, as herein provided, 
shall be payable as and for liquidated damages arising and caused 
by such default and failure by the Lessee. Lessee further agrees 
that before the commencement of said improvements and the erection 
of said buildings, as above provided, it will furnish, or cause to be 
furnished to the Lessors a bond in the sum of $25,000.00 in the case 
of said improvements to be commenced on or before January 1. 1926, 
executed by a surety company authorized to do business in the State 
of California and County of San Diego, approved by Lessors, con¬ 
ditioned to indemnify the Lessors against any and all liens for 
material or labor and against public liability in connection with 
the said work and improvements and the erection of said 

35 buildings. Lessee further agrees that, before commencing any 
and all subsequent building operations on said premises, it 

will furnish, or cause to be furnished to the Lessors, a bond in the 
sum of not less than $100,000.00. executed by a surety company 
authorized to do business in the State of California and County of 
San Diego, and approved by Lessors, conditioned to indemnify 
Lessors against any and all liens for material or labor and against 
public liability in connection with said work and improvement and 
the erection of said improvements and said building. 

Seventh. Lessee covenants that, should any of the buildings, 
erected as hereinbefore provided, be destroyed or damaged by fire 
or earthquake or tidal wave, or any other cause, the Lessee will, 
within six months from the date of such destruction or damage, 
rebuild said building or buildings in such manner as to equal the 
original value thereof; and. in said repairing or in any rebuilding 
or repairing, to keep said premises free and clear from any and all 
liens and claims thereon. 

Eighth. Lessee further agrees to keep said premises insured as 
against fire and earthquake up to at least fifty per cent of the cost 
of the building thereon, and that policies of insurance for said 
amount and renewals thereof, shall be assigned to and payable to 
Lessors, or such bank or trust company in the City of San Diego as 
Lessors may designate, as additional security for the rents herein 
provided; and that it will, in case of the destruction or damage to 
the fiiime, rebuild or repair said building and completely finish the 
same for use and occupation on or before eighteen months from the 
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date of such destruction or damage (unavoidable delays due to strike 
or other casualty to be deducted): said building to be completed 
free of any and all liens for material or labor and without 
36 public liability in connection with said work and improve¬ 
ments. And Lessee agrees, within thirty days after the dam¬ 
age to, or destruction of, said building or buildings, to pay to the 
Lessors or such bank or trust company as may hold said insurance 
policies, the difference between the insurance received from said loss 
and the cost of repairing such damaged building to the value of 
$50,000.00, if damage be to such temporary building herein provided 
for, or the sum of $200,000.00 if damage be to permanent building 
herein provided for; out of which sums of insurance and deposit 
there shall be paid the cost of repairing said buildings, to be evi¬ 
denced bv architect's certificates therefor; and Lessee agrees to fur¬ 
nish any additional money necessary to rebuild said buildings and 
to hold said premises harmless from any lien or claim therefor; 
provided that, if said damage or destruction is caused within one 
year of the expiration of this lease, said buildings, at the option of 
Lessee, need not be rebuilt, but the insurance money shall be payable 
absolutely to Lessors; and if Lessee should fail to provide the money, 
in addition to that received from insurance, for the rebuilding or 
repairing of said buildings. Lessors may declare this lease ended 
and terminated and the buildings thereon shall become the property 
of Lessors without compensation by them to Lessee; and any bal¬ 
ance of insurance money shall be forfeited to Lessors as liquidated 
damages and not as a penalty; but if said buildings are fully rebuilt 
and repaired as herein provided, any surplus of said insurance 
money or other funds provided by Lessee after completion of said 
buildings and full payment therefor, shall belong to and be delivered 
to Lessee. 

37 Ninth. In case of default in payment of any installment of 
rent, as herein reserved, or any default in payment of a lien 
or judgment resulting therefrom, or the failure to pay any tax or 
assessment, or upon any sale or forfeiture of the premises or any 
part thereof for non-payment of tax or assessment, or failure to 
keep said premises insured, or to expend the receipts from insurance 
money upon rebuilding or repairing said premises, or failure to erect 
the buildings, or either of them, as herein provided, or failure to 
provide bond guaranteeing the erection of said buildings, as herein 
provided, or for any default or failure to perform any other of the 
covenants or conditions of this Lease, it shall be lawful for the 
Lessors, at their election, after thirty days’ notice in writing to 
Lessee, provided such failure or default shall continue for said thirty 
days, to declare this lease ended and terminated, and with or with¬ 
out process of law to reenter said premises and take possession 
thereof: and Lessee waives demand for possession of said premises 
and improvements thereon: and that such thirty days’ notice may be 
given to said Lessee or to any officer of Lessee, or the assignee of said 
Lessee, if found; but if not found, may be posted on said building, 
and such posting shall be full legal compliance with the terms of this 
Lease as to such notice. 

Any waiver by the Lessors of any breach of covenant of this Lease 
shall not be. or be construed to be, a waiver of any succeeding breach 
or of any other covenant or provisions of this Lease; and the failure 
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on part of Lessors in any ease to require full and explicit compliance 
\yith any term or covenant of this Lease shall not be construed in 
j^ny manner as a change of the terms hereof, nor shall the terms 
hereof be in any way changed other than by an instrument in writing, 
executed by the parties hereto. 

38 And if this Lease shall be terminated prior to December 
31, 1975. and also at the expiration of this Lease, all buildings, 
fixtures, and improvements on said property shall at once become 

E art of the real estate and the absolute and sole property of the 
lessors, without compensation to Lessee. 

Tenth. If the Lessors, through no fault of their own, should be 
made a party to litigation by or against the Lessee affecting this 
Lease or the property herein described, Lessee agrees to pay all 
costs and attorney’s fees to which Lessors might be put or liable; 
and further agrees to pay all costs, including attorney’s fees, in any 
action or proceeding necessary for the enforcement of this Lease 
or any of the terms hereof: and any sums of costs or attorney’s fees, 
so incurred by Lessors, shall be considered as additional rent and 
shall be due and payable upon the next semiannual rent payment 
date, together with ten percent interest from the time of their 
payment. 

Eleventh. This Lease shall not be sold or assigned by the Lessee, 
prior to completion of the buildings required to be erected under 
Paragraph Fifth hereof, without the written consent of the Lessors 
to such assignment; but from and after the completion of said build¬ 
ings the Lessee may sell or assign this Lease and all its right, title 
and interest in and to its leasehold interest without the conse;rt~^f 
the Lessors. 

Twelfth. It is expressly agreed that the Lessee may mortgage or 
issue bonds against this leasehold interest and any buildings erected 
thereon, but not in excess of the cost of said buildings or either of 
them, and only in case the last maturity of said mortgages or bonds 
shall all become due prior to the expiration of the term of this 
39 lease, and provided that any such mortgage or bond shall be 
subject to all the terms of this lease. 

Thirteenth. Xo building hereinafter erected on said premises as 
herein provided, or otherwise, shall be torn down or destroyed in such 
a manner as to diminish the value of the property without the consent 
in writing of the Lessors, but may be so torn down or destroyed for 
the purpose of rebuilding, but then only if before such destruction 
the Lessee shall execute and deliver to the Lessors a bond guaranteed 
by a surety company authorized to do business in the State of Cali¬ 
fornia and in the County of San Diego, approved by the Lessors, in 
a sum equal to the full cost of the building destroyed, and conditioned 
for the erection of such new buildings to cost at least the full amount 
of the building destroyed, and conditioned further for saving the 
property harmless from any liens for material or labor and public 
liability in connection with the destruction and erection of such build¬ 
ing. and further conditioned for the pavment of rental by the Lessee 
under this Lease until such new buildings are fully completed and 
restored. The Lessee agrees that any such new building shall be 
commenced and the erection thereof prosecuted without intermission 
and with all reasonable expedition and to complete the same within 
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eighteen months from the tearing down or destroying of the build- 
in" or any part thereof. 

Fourteenth. On the termination of this Lease by default or for¬ 
feiture or lapse of time. Lessee agrees to surrender and deliver up said 
premises and all buildings and improvements thereon, quietly and 
peaceably; and if it should refuse and fail so to do, or if any action 
or proceeding shall be necessary to place Lessors in possession thereof, 
Lessee agrees to pay all damages, costs and expenses, including at¬ 
torney's fees, in securing possession thereof. 

40 Fifteenth. Possession of said premises shall be granted to 
Lessee as of December 1, 1925, and all rents from the tenants 

thereof shall, from that date forth, be due and payable to Lessee. 

Sixteenth. The Lessors agree to furnish to the Lessee within a rea¬ 
sonable time after the execution of this Lease, an unlimited certificate 
of title by the Union Title Insurance Company, of San Diego, Cali¬ 
fornia. showing title in fee simple in said Lessors, free and clear of 
all encumbrances and subject only to this Lease. 

Seventeenth. The Lessors hereby grant to the Lessee the option to 
purchase the above-described premises and all buildings thereon situ¬ 
ated at any time on or before January 1, 1946, but not thereafter, at 
and for the purchase price of $300,000.00 in cash. For the purposes 
of this option the Lessors agree to execute (their respective spouses 
joining therein) a grant deed to said premises, conveying to the Lessee 
title in fee simple, free and clear of all encumbrances save as provided 
in this Lease, and to deliver the same within thirty days from the 
execution of this Lease to the Union National Bank of San Diego, 
California, or such other bank or trust company as the parties of 
the first part may designate, to be hereinafter called the Custodian, 
in escrow, to be held by said Custodian in escrow under the terms 
of this agreement. Within thirty days after the acceptance of this 
option, as hereinafter provided, the Lessors shall furnish to the Lessee, 
or its assigns, an unlimited certificate of title bv the Union Title 
Insurance Company of the City of San Diego, California, showing 
title in said Lessors, in fee simple, free and clear of all eneum- 

41 brances except as provided in this Lease. The Acceptance of 
this option shall he made by mailing or delivering to the 

Lessors, in care of the Cleveland Trust Company of Cleveland, Ohio, 
or such other bank or trust company as the Lessors or their assigns 
may in writing designate, and by delivering to said Custodian of 
said deed a written notification of such acceptance signed by the 
Lessee, or its assigns. Within thirty days after the date of the 
mailing or delivery of said notice of acceptance, said Lessee, or its 
assigns, shall deposit with said Custodian of said deed the said pur¬ 
chase price of $300,000.00. Upon the delivery of said deed by said 
Custodian to the Lessee, or its assigns, and the delivery by said Lessors 
to the Lessee, or its assigns, of said certificate of title to said premises, 
showing title as aforesaid, said sum shall be immediately paid by said 
Custodian to the Lessors, or their assigns. Upon notice ot the accept¬ 
ance of this option and the deposit of said purchase price, as afore¬ 
said, all rents under the terms of this Lease shall cease from and after 
the date of the deposit of said purchase price as aforesaid, but in no 
event shall such rents cease until thirty days after the service of notice 
of acceptance. Upon the execution of this Lease, the Lessee has ex¬ 
amined the unlimited certificate of title to said premises, made by the 
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Union Title Insurance Company of San Diego, California, under 
date of Sept. 22, 1926, bearing number 169048, and the Lessee, for 
itself and its successors and assigns, agrees that said unlimited cer¬ 
tificate of title shows a marketable title in said lessors as herein 
provided, and that an extension of said unlimited certificate of title 
to the date of the exercise of said option, showing no liens or incum¬ 
brances placed or suffered to be placed thereon by the Lessors, or 
by an\* one claiming by, through or under them, or either of 
42 them, except the Lessee, will comply with the foregoing re¬ 
quirements as to unlimited certificate of title to be furnished 
by the lessors. 

Eighteenth. Time is of the essence hereof in all particulars. 

Nineteenth. All covenants, agreements, conditions, and undertak¬ 
ings herein contained, on the part of the Lessor and of the Lessee 
hereto, are herebv made binding upon them and each of them and 
the executors, administrators, successors, and assigns of each and 
inure to the benefit of the parties hereto and each of them and their 
heirs, executors, administrators, and assigns. 

In witness whereof, the Lessors have hereunto set their hands and 
seals and the Exchange Securities Corporation has caused these pres¬ 
ents to be executed in its corporate name and on its behalf by its 
President, and its corporate seal to be affixed hereto and attested by 
its Secretary, all as of the day and year first above written, and by 
resolution of the Board of Directors of said corporation duly 
authorized. 

i Cora B. Timken Burnett, 

Formerly Cora B. Timken 
Hugh H. Allyn, 

Minerva Allyn, 

Lessors. 

i Exchange Securities Corporation, 

By J. H. Shrkve, President, 

Lessee. 

Approved 

G. M. C. 

Attest: 

J. R. DeLatour. 

Secretary. 

Signed in the presence of: 

Geo. Tyson, 


Witnesses a* to Cora B. Timken Burnett , formerly Cora 
B. Timken. 

A. I. Hahn, 


Wit nesses as to Hugh H. Allyn and Minerva Allyn. 

45 “Exhibit />” 

MEMORANDUM of agreement 

This memorandum of agreement, entered into this the 17th day 
of December 1930 by the undersigned, 

"Witnesseth: That whereas, under date of October 24th. 1925, Cora 
B. Timken Burnett, formerly Cora B. Timken, and Hugh H. Allyn 
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and Minerva Allyn, as lessors, and Exchange Securities Corporation, 
a corporation, as lessee, entered into a lease whereby the lessors 
leased to the lessee Lots D, E. F, (x. II, and I, in Block Eight (8) 
of Horton's Addition, San Diego. California, which said lease is 
recorded in Book 25, Page 180 of Leases in the office of the County 
Recorder of said San Diego County, California; and 
Whereas, the undersigned parties are desirous of modifying said 
lease as hereinafter set forth: 

Now, therefore, for and in consideration of the sum of Five thou¬ 
sand ($5,000.00) Dollars, paid to the lessors named in said lease, 
receipt of which is hereby acknowledged, it is mutually understood 
and agreed that said indenture of lease hereinbefore referred to be 
and the same is hereby modified and amended by amending para¬ 
graph Fifth thereof by extending the time to January 1st, 1932. in 
which the said lessee shall commence and without intermission pro¬ 
ceed with the erection of a substantial business block on said premises 
and completely finish same on or before eighteen (18) months from 
said date, and will expend at least the sum of Two hundred thousand 
($200,000 00) Dollars on said improvements. 

It is further understood and agreed that except as herein spec¬ 
ifically provided said indenture of lease above mentioned shall 
remain in full force and effect as modified or amended by the 
4G terms hereof. 

In witness whereof, the parties have hereunto subscribed 
their names to this Memorandum of Agreement, by their duly author¬ 
ized officers or agents. 

Coka B. Timken Burnett. 

Hugh II. Allyn. 

Minerva Allyn. 

Exchange Securities Corporation, 

Lessee. 

By A. A. Shreve, Vice Pres. 

By C. Munter. 

47 In the United States Court of Appeals for the District 

of Columbia 

B. T. A. No. 88561 

Guy T. Helvering, Commissioner of Internal Revenue, petitioner 

on REVIEW 

V. 

Cleveland Trust Company, Trustee, Edith K. Timken et al., 

Trust, respondent on review 

Praecipe for record 

To the Clerk of the United States Board of Tax Appeals: 

You will please prepare, transmit and deliver to the Clerk of the 
United States Court of Appeals for the District of Columbia, copies 
duly certified as correct of the following documents and records in 
the above-entitled cause in connection with the petition for review 
by the said Court of Appeals for the District of Columbia, heretofore 
filed by the Commissioner of Internal Revenue: 

1. Docket entries of proceedings before the Board. 
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2. Pleadings before the Board, (a) Petition, including annexed 
copy of deficiency letter; (b) Answer. 

3. Findings of fact, opinion and decision of the Board. 

4. Petition for review, together with proof of service of notice of 
filing petition for review and of service of a copy of petition for 
review. 

5. Stipulation of facts, together with exhibits referred to therein. 
C. This praecipe. 

(Signed) J. P. Wenchel, 

B. L. W. 

J. P. Wexciiel, 

Chief Counsel , 
Bureau of Internal Revenue. 

Statement of Service: 

A copy of this praecipe was mailed to attorney for respondent on 
review on this date. May 8, 1939. 

J. P. Wenchel, 

Chief Counsel , 
Bureau of Internal Revenue. 

i 

48 United States Board of Tax Appeals, Washington 

Docket Uo. 88501 

Commissioner of Internal Revenue, petitioner 

v. 

Cleveland Trust Company, Trustee, Edith K. Timken, et al., 

Trust, respondent 

Cert if cate 

I, B. D. Gamble, clerk of the U. S. Board of Tax Appeals, do 
hereby certify that the foregoing pages, 1 to 47, inclusive, contain and 
are a true copy of the transcript of record, papers, and proceedings 
on file and of record in my office as called for by the Praecipe in the 
appeal (or appeals) as above numbered and entitled. 

In testimony whereof, I hereunto set my hand and affix the seal 
of the United States Board of Tax Appeals, at Washington, in the 
District of Columbia, this 29th day of May 1939, 

[seal] B. D. Gamble, 

Cleric , United States Board of Tax Appeals. 

[Endorsement on cover:] Xo. 7424. Helvering, Petitioner, vs. 
Cleveland Trust Co. et al. United States Court of Appeals for the 
District of Columbia. Filed Mav 31, 1939. Joseph W. Stewart, 
Clerk. 
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In the United States Court of Appeals 
for the District of Columbia 


No. 7424 

Guy T. Helvering, Commissioner of Internal 
Revenue, petitioner 

v. 

Cleveland Trust Company, Trustee, Edith K. 
Timken, et al., Trust, respondent 


OX PET IT I OX FOR REVIEW OF DECISIOX OF TIIE EXITED 
STATES HOARD OF TAX APPEALS 


BRIEF FOR THE PETITIONER 


OPINION BELOW 

The opinion of the Board of Tax Appeals (R. 
7-9) is reported in 39 B. T. A. 113. 

JURISDICTION 

This appeal involves income taxes for the year 
1932 and is taken from the decision of the United 
States Board of Tax Appeals entered January 18, 
1939. (R. 10.) The case is brought before this 
Court by petition for review filed April 10, 1939 
(R. 14), pursuant to the provisions of Sections 
1141-1142 of the Internal Revenue Code. 


(i) 
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QUESTION PRESENTED 

Whether the value of permanent improvements 
erected on leased premises by the lessee pursuant 
to the terms of a lease is income to the lessor upon 
forfeiture of the lease. 


STATUTE AND REGULATIONS INVOLVED 


Revenue Act of 1932, e. 209, 47 Stat. 169: 


Sec. 22. Gross income. 


(a) General Definition .—“Gross income” 
includes gains, profits, and income derived 
from salaries, wages, or compensation for 
personal service, of whatever kind and in 
whatever form paid, or from professions, vo¬ 
cations, trades, businesses, commerce, or 
sales, or dealings in property, whether real 
or personal, growing out of the ownership or 
use of or interest in such property; also from 
interest, rent, dividends, securities, or the 


transaction of anv business carried on for 


gain or profit, or gains or profits and income 
derived from anv source whatever. * * * 


Treasury Regulations 77, promulgated under the 
Revenue Act of 1932, Art. 63, as amended by T. D. 
4539, XIY-1 Cum. Bull. 141 (1935) : 

Improvements by lessees .—If buildings 
are erected or improvements made by a lessee 
and such buildings or improvements imme¬ 
diately become the property of the lessor, as, 
for instance, if they are not subject to re¬ 
moval by the lessee, the lessor may at his 
option report the income therefrom upon 
either of the following bases: 
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(a) The lessor may report as income at 
the time when such buildings or improve¬ 
ments are completed the fair market value of 
such buildings or improvements subject to 
the lease. 

(b) The lessor may spread over the life 
of the lease the estimated depreciated value 
of such buildings or improvements at the 
expiration of the lease and report as income 
for each year of the lease an aliquot part 
thereof. 

If the lease is terminated so that the lessor 
comes into possession or control of the prop¬ 
erty prior to the time originally fixed for the 
expiration of the lease, the lessor shall re¬ 
port income for the year in which the lease 
is so terminated to the extent that the value 
of such buildings or improvements when lie 
becomes entitled to such possession exceeds 
the amount already reported as income on 
account of the erection of such buildings or 
improvements. No appreciation in value 
due to causes other than the termination of 

the lease shall be included. 

***** 

STATEMENT 

All the facts were stipulated. They are briefly 
as follows: 

The taxpayer, a corporation with its principal of¬ 
fice in Cleveland, Ohio, acquired on January 6,1919, 
under the provisions of a trust agreement, a one- 

half interest in certain real estate in the Citv of 

* 

San Diego, California. (R. 15.) This real estate 
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comprised six lots and a building, title to which was 
held in the names of nominees of the taxpayer. 
(R. 15.) 

On October 24, 1925, the real estate was leased 
to the Exchange Securities Corporation for a term 
of fifty years and one month. (R. 15, 17.) The 
lessee, in addition to paying a stipulated rental, 
was obliged, under the terms of the lease, to erect 
a substantial business block on the premises not 
later than January 1, 1931, and to erect a tempo¬ 
rary business building on or before June 30, 1926. 
(R. 15,19.) The lessee was obliged to and did ex¬ 
ecute a bond in the sum of $25,000, to guarantee 
the commencement of the erection of the buildings 
on the premises. (R. 20.) 

The lessee erected the temporary business build¬ 
ing as required, completing the construction 
thereof by July 1, 1926. (R. 15.) This building 

was constructed of brick, was one story high, and 
contained twelve storerooms. It had a value on 
July 1,1926, of $22,500 and had a life of 33Vs years. 
(R. 15.) The construction of the substantial 
business block was not commenced as provided in 
the lease, the parties having agreed to extend the 
time for the commencement of the same to Janu- 
arv, 1922. The substantial business block was 
never built by the lessee. (R. 15.) 

The lease provided that in the event of default by 
the lessee in the payment of rent, taxes, or failure 
to keep the premises insured, all buildings, fixtures, 
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and improvements on the property should at once 
become a part of the real estate and the sole prop¬ 
erty of the lessor without compensation to the les¬ 
see. (R. 21-22.) The lessee defaulted in the pay¬ 
ment of rent on the lease and, upon forfeiture in 
July, 1932, taxpayer entered into possession and, as 
provided in the lease, became the owner of the tem¬ 
porary building. (R. 15.) 

The taxpayer paid no tax in the year 1932 as a 
result of the forfeiture of the lease and the repos¬ 
session of the building. The deficiency which is the 
subject of this controversy was determined by the 
Commissioner by including in taxpayer’s income 
for 1932 the sum of $9,225, being its one-half share 
of depreciated value of the building at the time of 
forfeiture. (R. 4.) The Board of Tax Appeals 
held that the value of the building was not income 
to the taxpayer in the year in question and re¬ 
versed the Commissioner’s determination, finding 
that there was no deficiency. (R. 7-10.) Since the 


taxpayer filed only a fiduciary information return 


for the vear 1932, but no income tax return in re- 

« 7 


spect of which its liability 


arises, the appeal is 


prosecuted in this Court. 


SPECIFICATION OF ERRORS TO BE URGED 


The errors upon which the Commissioner relies 
as a basis for this appeal are as follows: 

1. The Board erred in holding and deciding that 
there is no deficiency in income tax for the year 
1932. 
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2. The Board erred in failing* to hold and decide 
that there is a deficiency in income tax for the year 
1932 in the amount of $441.56. 

3. The Board erred in holding* and deciding that 
termination of the lease did not result in the deriva¬ 
tion by the taxpayer of taxable income as a result 
of its acquisition of the temporary building erected 
by the lessee on the leased premises. 

4. The Board erred in failing to hold and decide 
that termination of the lease resulted in the deriva¬ 
tion by the taxpayer of taxable income as a result 
of its acquisition of the temporary building erected 
by the lessee on the leased premises. 

5. The Board erred in failing to hold and decide 
that the termination of the lease resulted in the 
derivation by the taxpayer of taxable income in the 
amount of $9,225 as a result of its acquisition of the 
temporary building* erected by the lessee on the 
leased premises. 

6. The Board erred in that its decision is not 
supported by the evidence and is contrary to law. 

SUMMARY OF ARGUMENT 

The acquisition of its one-half interest in the 
building by the taxpayer was a gain derived from 
a capital asset contemplated in a contract entered 
into for profit. As such, it falls squarely within 
the accepted definition of income. The gain was 
realized and the income received by the taxpayer 
upon repossession of the premises at the termina¬ 
tion of the lease. 
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The conception that income is received only upon 
the sale of the land and building by the lessor is 
based on too narrow an interpretation of the re¬ 
quirement that the gain must be realized. It ig¬ 
nores the practical results of the transaction. 

ARGUMENT 

The value of improvements erected by a lessee, pursuant 
to the terms of a lease, is income to the lessor at the 
termination of the lease 

The lease in question was a contract concerning 
a capital asset of the taxpayer and was entered into 
by the taxpayer for profit. One of the incidents 
of the contract to be realized by the taxpayer was 
rent. Another was the construction on its land 
of a valuable building to secure the taxpayer 
against the day when the rent might not be forth¬ 
coming. When the lease was forfeited the tax¬ 
payer acquired possession and full rights of owner¬ 
ship of that building as contemplated in the con¬ 
tract. Under these circumstances the value of the 
building was, we submit, income to the lessor within 
the meaning of the statute. The statute (Revenue 
Act of 1928, Sec. 22 (a)) defines taxable income as: 

* * * gains, profits, and income derived 
from salaries, wages, or compensation for 
personal service, of whatever kind and in 
whatever form paid, or from professions, 
vocations, trades, businesses, commerce, or 
sales, or dealings in property, whether real 
or personal, growing out of the oivnership 

17150G—"9-2 
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or use of or interest in such property; also 
from interest, rent, dividends, securities, or 
the transaction of anv business carried on 
for gain or profit, or gains or profits 
and income derived from any source what¬ 
ever. * * * [Italics supplied.] 

The accepted definition of income as announced by 
the Supreme Court is ‘‘the gain derived from capi¬ 
tal. from labor, or from both combined. ” Doyle v. 
Mitchell Brothers Co., 247 U. S. 179; Eisner v. 
Macomher, 252 U. S. 189. 

The acquisition by the taxpayer of the building 
upon termination of the lease conforms to these 
definitions of income in every detail. The subject 
qf the contract was taxpayer’s real estate, a capi¬ 
tal asset. The contract required, in addition to 
the payment of rent, that the lessee should erect a 
building on taxpayer’s land. This was as much an 
incident of the contract as were the stipulated ren¬ 
tal payments which were admittedly income to the 
lessor. Since the useful life of the building was 
shorter than the term of the lease, the evident pur¬ 
pose of the lessor in requiring its construction was 
to secure against cancellation and to compensate 
itself for the loss of anticipated profits in the event 
the contract was cancelled. When the lease was 
actually cancelled and the taxpayer came into pos¬ 
session of the property, it received that compensa¬ 
tion in the form of a valuable building just as it had 
bargained. 
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That the receipt of compensation for damages 
for loss of anticipated profits occasioned by breach 
of contract or other factors is taxable income, is 
no longer open to question. United States v. Safety 
Car Heating Co., 297 U. S. 88; H. Liebes c5 Co. v. 
Commissioner, 90 F. (2d) 932 (C. C. A. 9th) ; Acme 
Land & Fur Co. v. Commissioner, 84 F. (2d) 441 (C. 
C. A. 5th); Marine Transport Co. v. Commissioner, 
77 F. (2d) 177 (C. C. A. 5th); A. B. Kirsclibaum 
Co. v. United States, 52 F. (2d) 602 (C. C. A. 3d). 
Indeed, it is held that reimbursement, even for 
losses sustained in the performance of a contract 
entered into for profit, constitutes income. Burnet 
v. Sanford cl’* Brooks Co., 282 U. S. 359. In that 
case the taxpayer had received an award to reim¬ 
burse it for damages arising from losses sustained 
in the performance of a contract, it being claimed 
that the loss suffered was due to a breach of war¬ 
ranty as to the nature of the work to be done. In 
holding that the amount so received was income, 
the Supreme Court stated (pp. 363-364): 

That the recovery made by respondent in 
1920 was gross income for that year within 
the meaning of these sections cannot, we 
think, be doubted. The money receired was 
derived from a contract entered into in the 
course of respondent’s business operations 
for profit. While it equalled, and in a loose 
sense was a return of, expenditures made in 
performing the contract, still, as the Board 
of Tax Appeals found, the expenditures 
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were made in defraying the expenses in¬ 
curred in the prosecution of the work under 
the contract, for the purpose of earning 
profits. [Italics supplied.] 

As applied to leases, it has been held that a pay¬ 
ment of cash by the lessee to the lessor for the 
cancellation of a lease is income to the lessor for 
the year in which the payment is made. Commis¬ 
sioner v. Langwell Real Estate Corp., 47 F. (2d) 
841 (C. C. A. 7th); Josey v. Commissioner, 104 F. 
(2d) 453 (C. C. A. 10th); Goerke Co. v. Commis¬ 
sioner, 7 B. T. A. 860; FarreUy-Walsh, Inc. v. Com¬ 
missioner, 13 B. T. A. 923. We can see no differ¬ 
ence between a payment received in cash for the 
cancellation of a lease and a building received as 
a result of such cancellation. 

The only serious question presented in these cases 
is when the gain is derived by the lessor and thus 
becomes taxable income. In Miller v. Gearin, 250 
Fed. 225, certiorari denied, 250 U. S. 667, the Cir¬ 
cuit Court of Appeals for the Ninth Circuit stated 
that the value of such improvements constituted 
income to the lessor at the time the building was 
completed, as it was then that title to the building 
,was acquired by the lessor. It is believed that this 
decision has been in effect overruled by the language 
of the Supreme Court in M. E. Blatt Co. v. United 
States, 305 U. S. 267, where the Court stated (p. 
280): 

It may be assumed that, subject to the lease, 
lessor became owner of the improvements at 
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the time they were made. But it had no 
right to use or dispose of them during the 
term. Mere acquisition of that sort did not 
amount to contemporaneous realization of 
gain within the meaning of the statute. 

At any rate, the Miller case would hardly be con¬ 
trolling in this case, as the parties expressly agreed 
that the buildings should become a part of the real 
estate and property of the lessor only upon termi¬ 
nation of the lease. Since the question of passing 
of title to such improvements is to be determined 
by the language of the lease ( Armstrong Cork Co. 
v. Merchants’ Refrigerating Co., 184 Fed. 199 (C. 
C. A. 8th)), it would seem that title did not pass in 
the instant case until the lease was terminated. 
Commissioner v. Braun (C. C. A. 8th), decided 
July 20, 1939, not yet officially reported but found 
in 1939 C. C. H., Vol. 4, *9628. 

Other courts prefer to treat the gain to the lessor 
as merely an increase in capital and state that no 
income is realized until the projDerty is sold. 
Hewitt Realty Co. v. Commissioner, 76 F. (2d) 880 
(C. C. A. 2d); Fifteenth Street Inv. Co. v. Nicholas 
(C. C. A. 10th), decided June 19,1939, not officially 
reported but found in 1939 0 0. H., Vol. 4, *9571; 
Commissioner v. Bruun, supra. 

The first ease to announce this theory was Iicivitt 
Realty Co., supra, and practically all of the other 
decisions, including Hilgenherg v. United States, 
21 F. Supp. 453 (Md.); Staples v. United States, 
21 F. Supp. 737 (E. D. Pa.); English v. Bit good, 
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21 F. Supp. 641 (Conn.) ; and Dominick v. United 
Slates, 24 F. Supp. 828 (S. D. N. Y.), have relied 
entirelv for authority on th cHewitt case. In that 
case the Government had taxed to the lessor in the 
year that the improvements were made, an aliquot 
part of the depreciated value of the improvements 
at the end of the term. The decision in the Hewitt 


case was at least partly based on the fact that the 
lessee had the option to renew the lease beyond the 
useful life of the building, so that it could not def¬ 
initely be said that the lessor would ever realize any 
value from the improvements. However, the ma¬ 
jority opinion asserted that the construction of the 
building merely effected an enhancement in the 
value of the land and that no gain could be realized 
by the lessor until the property was sold. Though 
there was a forfeiture of the lease in the Fifteenth 
St vert I nr. Co. and the Braun cases, neither court 
distinguished its case from the Hewitt case, but 
both accepted the majority opinion in that case. 
These decisions are based on the courts’ interpreta¬ 
tion of the proposition announced in Eisner v. Ma- 
comber, 252 U. S. 1S9. that income must be the gain 
of an interest distinct from capital and not a mere 
enhancement of the value of the capital. Treating 
the building and the land as one and the same thing, 
the court in the Hewitt case concluded that the 

i 

building was not income since it was not “sep¬ 
arately disposable*’ but merged in the land. 
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In Eisner v. Macomber it was held that a true 
stock dividend was not income but that the addi¬ 
tional shares received as a dividend merely repre¬ 
sented an increase in the value of the capital invest¬ 
ment. We do not believe that the Macomber case 
was intended to be expanded to cover this situation, 
or that the statement of the Supreme Court in that 
case, that the income must be severed from the cap¬ 
ital, was to be applied so literally to real-estate law 
as to destroy the character of property as income 
merely because it is attached to real estate. While 
for the purpose of real-estate law the land and the 
building are merged in one title, they are nonethe¬ 
less separate, distinct, physical assets. They were 
acquired from different sources. The distinction 
between them is recognized in valuation for the 
purpose of local taxes, and they are accorded dif¬ 
ferent treatment for the purpose of depreciation 
in income-tax law. The treatment of them as the 
same identical interest, merely because their title 
is merged, would prevent the taxing of the value 
of any real fixture to a land owner under anv cir- 
cumstance. Suppose a builder constructs a house 
on the land of a lawyer in payment for legal serv¬ 
ices. Are we to say that the lawyer has enjoyed 

onlv the benefit of enhancement in the value of his 
* 

heretofore vacant lot merely because his title to 
the vacant lot now also covers the building? Are 
we to hold that he realizes no taxable income merely 
because the building may not be physically severed 
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from his property and is not “separately disposa¬ 
ble”! 

It was held in Kentucky Block Coal Co . y. Lucas, 

4 F. Supj). 266 (W. D. Ky.), and admitted in the 

court’s opinion in the Hewitt case, that personal 

property left on premises by a tenant is income 

to the lessor at the termination of the lease. Let 

us suppose a case where the personal property left 

bv the tenant is all the materials necessary to com- 
* * 

plete a building'. This building material would 
admittedly be income to the lessor. Is the oppo¬ 
site conclusion to be reached merely because the 
lessee adds the necessary labor and puts it in the 
form of a building? "While the material does lose 
its character as personal property, it does not alter 
the practical result that it is a gain to the lessor 
which he is free to enjoy upon the termination of 
the lease. 

We respectfully submit that the decision in the 
Hewitt case and those following it ignore the prac¬ 
tical aspect of the transaction and are oyer-tech¬ 
nical in applying the doctrine of Eisner v. Ma- 
comber. The practical truth is that the gain in 
the value of lessor’s property is due to the acquisi¬ 
tion of an asset that was not owned before. As 
such, it is taxable income. Koshland v. Helvering, 
298 U. S. 441; Helve ring v. Midland Ins. Co., 300 
U. S. 216. It is in no sense a mere enhancement 
or appreciation of value of the land such as would 
accrue from a rise in real estate values. It is the 
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addition from the outside of a new asset that has 
a value in and of itself. That value was realized 
when, upon cancellation of the lease, the taxpayer 
acquired possession and all other rights of owner¬ 
ship, including the power to dispose of the building. 

The Board of Tax Appeals, in its opinion in the 

instant case, relied principally on the decision of 

the Supreme Court in M. E. BJatt Co. v. United 

States, supra. In that case, as in the Hewitt case, 

the Government was attempting to tax to the lessor, 

in the year in which the improvements were made, 

an aliquot part of the estimated depreciated value 

of the improvements at the end of the term. There 

was no forfeiture of the lease and it could hardlv 

%/ 

be said that the lessee had yet acquired anything of 
value. While the Supreme Court stated that the 
value of the improvements could not reasonably be 
assigned as income to the lessor in the year in which 
they were installed, the Court carefully refrained 
from passing on the proposition of whether such 
improvements were ever income to the lessor, say¬ 
ing (p.276): 

We are not called on to decide whether 
under any lease or in any circumstances, in- 
come is received bv lessor bv reason of im- 

V %, 

provements made by lessee, nor to choose, for 
general approval or condemnation, any of 
the theories expounded by the United States. 

Since the Supreme Court expressly left the ques¬ 
tion open, we respectfully urge that the Board of 
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Tax Appeals was not warranted in treating the 
Blatt decision as decisive of the issue. 

CONCLUSION 

The value of the buildings constructed by the 
lessee was a gain derived from a contract entered 
into for profit concerning capital. It was realized 
when the taxpayer-repossessed the premises during 
the yearinquestion and the Commissioner’s action 

• ' v ■ . 

in including it as incon^dn^that year was proper. 
The decision of the Board of Tax Appeals is in 
error and should be reversed. 

Respectfully submitted. 

Samuel 0. Clark, Jr., 
Assistant Attorney General. 
Sewall Key, 

Carl J. Marold, 

Special Assistants to the Attorney General. 
August, 1939. 
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